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SUBJECT: Enpl oyer Provided Health Insurance Prem uns Refundable Credit

SUMVARY

Under the Personal Inconme Tax Law (PITL) and the Bank and Corporati on Tax Law
(B&CTL), this bill would provide a refundable credit for amobunts paid or incurred
by an eligible enployer to provide health coverage for covered individuals with

i ncomes bel ow 250% of the federal poverty |evel

EFFECTI VE DATE

As a tax levy, this bill would apply to taxable and i ncone years begi nning on or
after January 1, 2000.

LEG SLATI VE H STORY

AB 1262 (1999/2000), which proposed an Enpl oyer Provided Health Care Coverage
Credit, failed passage due to m ssing the deadline for passing out of the house
of origin. AB 1172 (1999), AB 2520 (1998), and AB 148 (1997) each proposed an
Enpl oyer Provided Health Care Credit for Farmmrkers, and each failed passage in
policy comittee.

SPECI FI C FI NDI NGS

Under federal law, to which California conforns, an enployer's contribution to an
accident or health plan for the benefit of the enployee, enployee's spouse or
dependents is not includable in the enpl oyee's gross incone.

Exi sting federal and state |aws allow ordinary and necessary busi ness expenses to
be deducted, which would include health care coverage prem uns paid for enpl oyee
acci dent or health plans.

Exi sting state and federal |aws provide various tax credits that are designed to
provide tax relief for taxpayers who incur certain expenses (e.g., child and
dependent care credit) or to influence behavior, including business practices and
decisions (e.g., research credits).

Current federal and state laws do not currently provide credits for any health
care costs. Prior state | aw would have provided a snall-enployer health coverage
tax credit (SB 2260, Ch. 1521, Stats. 1988). However, that credit was repeal ed
bef ore becom ng operative.
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This bill would provide a credit for anpunts paid or incurred during the taxable
or inconme year by an eligible enployer to provide health coverage for a covered
i ndi vidual with incone bel ow 250% of the federal poverty |evel

This bill specifies the anobunt of the credit shall be $65 per nonth per covered
individual. To qualify for the credit, an eligible enmployer nust enploy on the
average during the year no nore than 25 full-tine permanent enpl oyees and pay or
i ncur at |east 80% of the covered individual's health insurance prem um duri ng
the year. The enployer shall meke participation in a health plan available to
all full-tinme enployees at | east annually and to all newy hired individuals
within 30 days of the date of enploynent.

This bill specifies that no deduction would be allowed for the sane expenses for
which the credit was all owed.

This bill specifies that any excess credit that exceeds the taxpayer's tax
liability shall be credited against any other anpbunts due and the bal ance, if
any, shall be refunded to the taxpayer.

Pol i cy Consi derati ons

Hi storically, refundable credits (such as the state renter’'s credit, the
federal Earned Incone Tax Credit and the federal credit for gasoline used
for farm ng) have had significant problems with fraud.

This bill does not specify a repeal date. Credits typically are enacted
with a repeal date to allow the Legislature to review their effectiveness.

This bill does not restrict the health care coverage credit to enpl oyees who
are enployed within California.

| npl enent ati on Consi derati ons

The departnent has not adm nistered a refundable tax credit under the
Personal I ncome Tax Law (PITL) since the refundable renter’s credit was
suspended in 1993. The department has never adm nistered a refundabl e tax
credit under the B&CTL. Establishing a refundable tax credit program would
have a significant inpact on the departnment’s prograns and operations and
requi re extensive changes to forns and systens.

This bill does not nodify the hierarchy of B&CTL tax credits (Section
23036), thus the order in which credits would be applied before this credit
woul d be refunded is unclear. The existing hierarchy under PITL includes
refundabl e credits (Section 17039).

The bill uses ternms that are undefined, i.e., “full-time pernmanent
enpl oyee,” "covered individual," "health insurance premium" and "health
plan." The absence of definitions to clarify these terns could lead to

di sputes with taxpayers and woul d conplicate the adm nistration of the
credit.
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Since this bill lacks a definition for "covered individual," it is unclear
whether this bill would apply to dependents or just the enployee. For
example, if the enployer paid 80% of the health insurance prem umfor a
famly of four (consisting of the enpl oyee, the spouse and two children),

t he enpl oyer could potentially receive a credit of $3,120 ($65 x 4 x 12).
In addition, many heal th insurance plans do not establish the anmount of
prem unms on a per person basis. In many cases, prem uns are determ ned on
the basis of famly size (i.e., single enployee, enployee plus one
addi ti onal person, and enpl oyee plus nore than one additional person). As a
result, it is unclear when an enpl oyer would satisfy the 80% requirenent.
For exanple, if an enployer paid 75% of the cost of the premumfor a famly
of four, but that anmount was nore than 80% of the cost of premuns for a
famly of two, would the enployer be entitled to a credit based on two
covered individuals or zero credit because, on an equal pro rata basis, the
enpl oyer paid only 75% of the cost of each fam |y nenber covered under the
pl an.

The bill specifies "covered individuals with i nconmes bel ow 250% of the
federal poverty level." According to the 1999 U S. Departnent of Health and
Human Servi ces Federal Poverty Guidelines, the poverty guidelines are
sonetinmes loosely referred to as the "federal poverty level” (FPL), but that

termis anbi guous and shoul d be avoided in situations (e.g., legislative or
adm ni strative) where precision is inportant. There are no universa
adm ni strative definitions of "famly,"” "famly unit,"” or "househol d" that

are valid for all prograns that use the poverty guidelines. The absence of
a definition that identifies the author's intent conplicates the
adm nistration of this credit.

The 1999 U. S. Departnent of Health and Human Services Poverty Guidelines
i ndicate the followi ng (not including Al aska and Hawaii):

Si ze of 48 Conti guous
Fam |y Unit States and D. C. x250%
1 $8, 240 $20, 600
2 11, 060 27,650
3 13, 880 34, 700
4 16, 700 41, 750
5 19, 520 48, 800

For each additional person add $2, 820.

Since the “federal poverty |level” generally refers to nore than an
individual, it is unclear how the taxpayer or the departnment woul d determ ne
eligibility for the credit. For exanple, it is unclear whether the enployer
woul d be eligible for the credit if the covered individual has nore than one
source of incone (i.e., second enploynment or covered individual's community
property interest in a spouse's income) which would raise the covered

i ndi vidual's i ncone | evel above the threshol d. In addition, if covered

i ndi vi dual s i nclude househol d nenbers, it's unclear how the i ncone of these
covered individuals would affect the enployer's eligibility for the credit.
Each covered individual might be required to disclose to the enpl oyer
personal information regardi ng second enpl oynment, spouse's incone, fanmly or
househol d i ncome, and possibly famly size.
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The departnent has no ability to verify household or famly income. Tax
benefits, such as the renters credit, generally are tied to adjusted gross
i nconre (AG) amount, with a maxi num AG for qualifying married couples
filing a joint return and heads of household and a | ower maxi mum AG for
qualifying single filers.

This bill specifies for an enployer to qualify for this credit,
participation in a health plan shall be made available to all full-tinme
enpl oyees at |east annually and to all newy hired individuals within 30
days of the date of enploynent. The FTB has no basis to verify that the
enpl oyer has fulfilled this requirenent.

The bill provides a $65 per nonth per covered individual credit so | ong as
the eligi ble enployer pays or incurs at |east 80% of the covered

i ndi vidual's health insurance prem um during the taxable or incone year.
The bill then further provides that the credit shall be in lieu of any
deduction to which the eligible enployer may otherwi se be entitled for
expenses on which a credit is clained. However, since the credit is not
computed as a percentage of the expenses paid or incurred, it is unclear how
the provision dealing with the disallowed deduction is to be interpreted —
does it disallow a deduction for any expenses which qualify the eligible
enpl oyer for the credit (i.e., those expenses necessary to satisfy the 80%
threshol d requirenment), or does it only disallowthe $65 per nonth per
covered individual amount for which the credit is allowed each nonth? The
author may want to clarify her intent on this issue.

FI SCAL | MPACT

Departnmental Costs

The departnent’s costs to admnister this bill cannot be determ ned unti
i npl enment ati on concerns have been resolved, but are expected to be
significant.

Tax Revenue Esti mate

Based on data and assunptions di scussed below, this bill would result in the
foll owi ng revenue | osses.

Esti mat ed Revenue | npact of AB 1734
As I ntroduced 1/6/00
[$ In MIlions]

2000-01 2001-02 2002- 03
- $540 - $505 - $555

Note that the estimate includes self-enployed individuals who have no

enpl oyees. The bill would be effective for inconme years begi nning on or
after January 1, 2000, with enactnent assunmed after June 30. Esti mat ed

| osses woul d be under the Personal Inconme Tax and Bank and Corporation Tax
Laws.

Thi s anal ysis does not consider the possible changes in enpl oynent, personal
i ncome, or gross state product that could result fromthis neasure.
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Tax Revenue Di scussi on

The nunber of eligible enployers who pay at |east 80% of health insurance
prem unms for covered individuals and the nunmber of covered individuals
(California enpl oyees and dependents) would determi ne the revenue inpact of
this bill. The credit would extend to enpl oyers who al ready provide

i nsurance as well as enpl oyers who conmence coverage.

A brief summary of the nmethodol ogy follows. Enploynent data were the
starting point for developing the estinmate. Enploynent data were adjusted
to elimnate those enployed by tax-exenpt organizations and any ineligible

enpl oyers and to reflect annual growth. In 2000, eligible enployers (firns
with 25 or fewer full-tine permanent enployees) will enploy approxi mately
three mllion individuals. Based on popul ation statistics and ot her

information, it is estimated that roughly 45% of these enpl oyees have
i nconmes of |ess than 250% of the FPL. Data were further adjusted for
househol d size to include dependents as well as enpl oyees (assuned
California enployees and their resident dependent).

According to a new survey of enployers recently rel eased, the percentage of
i ndividuals currently insured is 41%for firns with three to nine enpl oyees
and 62% for firms with ten to 50 enpl oyees. For snaller firnms consisting of
ten to 25 enpl oyees, insurance coverage is assunmed to be less than that for
firms with ten to 50 enployees. For firms with ten to 25 enpl oyees,
coverage is estimated at 50% Rel evant percentages (41%for firms with zero
to nine enployees and 50%for firns with ten to 25 enpl oyees) were applied
to estimte the nunber of individuals currently insured by eligible

enpl oyers. For 2000, this nunber is estimated at 585, 000 i ndi vi dual s. For
this group, credits generated would total $456 million [585,000 x $65 x 12-
nmont hs] .

Enpl oyers who currently provide insurance for targeted enpl oyees woul d
forego expense deductions for insurance prem uns. Under current |aw, the
tax benefit of these deductions woul d be on the order of $62 million for the
2000 i ncone/taxabl e year

To an enpl oyer, the tax benefit of the proposed refundable credit would

al ways exceed that of the expense deduction. Assunming an average nonthly
prem um of $155 and the enpl oyer’s share at 85% a deduction of $1,581 would
provide a tax benefit of $134 (assumi ng an average tax rate of 8.5% as
conpared with a maxi mumcredit of $780 [$65 x 12].

An incentive effect for expanded health coverage was estinmated to derive the
number of uni nsured who woul d become i nsured under the proposal. Applying
the applicable incentive percentage for each year projected the increnental
nunber of individuals that become insured (coverage assuned effective at

m d-year). For 2000, this nunber is estimated at 75, 000 individual s. For
this group, credits generated would total $29 nmillion [75,000 x $65 x 6-
nmont hs] .
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Netting revenue | osses estinmated for the proposed credit ($485 million) with
gains from foregone expense deductions ($62 nmillion) derived the liability

year estimate of $424 million for 2000. |In 2001, the liability year
estimate grows to $483 million; in 2002, to $545 million. Liability year
estimates were converted to the cash flow estimates in the table. Cash flow
estimates reflect the ability of sone taxpayers to accelerate tax benefits
by adjusting their estimted tax paynents.

Sources of data and other information used in developing this estimte
i nclude the Enpl oynment Devel opnent Departnent, Bureau of Labor Statistics,
Smal | Busi ness Admi nistration, and i ndependent surveys of enployers.

POSI TI ON

Pendi ng.



